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CHAPTER I 
INTRODUCTION 
GENERAL DISCUSSION 
Uncert ainty about fut ure economic c onditions has been 
regarded as one of the cr ucia l fac tors that inf luences the 
thinking a nd behaviour of economists, poli ticians and the 
ge neral public. Mayes (1981: 53) point ed out that; 
'In a fair ly normal economic conditions, it may 
not be of great importance to know as to how 
expectatio ns are formed • • •  if pric e  infla tion 
is fair ly constant • • •  However, in recent years 
no such uniformity has been observed for t he 
ra te of infl ation and it has become much more 
important to consid er with some care what 
people's expecta tions ac tual ly are and how 
they are formed.' 
A farmer, for example, has to d ecid e  this year t he op tima l 
output to prod uce next year. Some of t he variab les invo lved in 
t he decision process may be u nknown. Therefore, the farmer has 
to form his view abou t t he fut ur e, such as t he like ly sa les of 
the commodity, cost of p rod uc tion, commod ity p rices, o ther 
related commodity prices, government po licies and ot her farmers' 
reactions. Likewise, in d ecid ing o n  the a mount of l oans to 
2 
borrow , the farmer will have to form estimates of  fut ure income 
to be derived from t he investme nt , t he est imates of  future 
revenue or future price of t hat  particular agricultural 
commod ity , and also the costs  of prod uction and borrowing . The 
view about the value of t he above crucial economic variables are 
freq uently referred to as 'expectat ion ' , tha t is , what the 
farmer expects to happen . 
The variability  of the cost of agricultural prod uc tion , 
price of agricultural commod i t ies and the rate of inflation in  
Malaysia for the period 1970 to 1980 are presen ted in  Ta ble 1 . 1  
and Table 1.2, and their ra tes of growth are ref lected in 
in Figure 1 . 1  and Figure 1 . 2 respectively . Figure 1 . 1  and 
Figure 1 . 2  c learly  show that , there is a close assoc iation 
among the cost of prod uction , agricultural pr ice , and rate of 
inflation for the period 1970 to 1980 . For example , in 1973 
and 1974 , there was an increase in t he cost of  production and 
agricult ural prices ; therefore we experienced double d igit 
inflation in these two years . 
THE PROBLEM 
In the last decad e ,  t here has been increasing i nterest in 
the hypothesis of how expectations are formed by economic agents . 
The importance of the role o f  expectat ion in economic theory has 
been recognised since expectat ion can lead to a ferment of new 
TABLE 1 . 1  
MALAYSIA � I.FLATION AND COST OF AGRICULTURAL INPUT 
PER TONNE OUTPUT
' 
- 1 970 - 1 980 
Year Rubber a oil  Pallllb PaddyC Inflat ion 
t/tonne %change $/tonne %change $/tonne %change % 
1 970 209. 5  98 . 8  85 . 8  
1 97 1  1 94 . 4  - 7 . 2  8 1 . 3  - 1 7 . 7  7 2 . 4  - 1 5 . 6  1 . 6 
1972 1 92 . 1 - 1 .2 62 . 6  -23 . 0  7 3 . 5  1 . 5  3 . 2  
1973  304 . 6  5 8 . 6  96.4  5 4 . 0  83 . 2  1 3 . 2  1 0 . 6  
1 974 1 95 . 8  -35 . 7  66 . 8  -30 . 7  1 5 6 . 4  88.0 1 7 .3 
1 975 2 1 2 . 2  8 . 4  75 . 9  1 3 . 6  1 46 . 6  - 6 . 3  4 . 9  
1976 2 10 . 4  - 0 .8 90. 9  1 9 . 8  1 5 9 .0 8 . 5  2 . 6  
1 97 7  2 1 1 . 5 0 . 5  85 . 3  - 6 . 2  1 8 9 . 7  19 . 3  4 . 7  
1 978 252 . 5  1 9 . 4  1 03 . 5  1 97 . 1  250.7 32.2 4 . 9  
1979 240 . 6  - 4 . 7  1 0 1 . 0  - 2 . 4  28 1 . 0 12.1  3 . 6  
1 980 280 . 6  1 6.6 1 7 5 . 8  7 4 . 1 375 . 7  33 . 7  6 . 7  
Source. I aDepartment of Statist ic., Rubber Statiat ics Handbook, Variou8 
iuuee 
Note 
bDepartment of Statist ic., Oi l Pa lm, Coconut, Tea and Cocoa 
Stat i.tica, variou8 is.ue8 
cKiniatry of Agriculture, Import and Export Trade in Food and 
Agricultural Product. Peninsular Malay.ia, various issues 
Ministry of Agriculture, Stat i.tical Digest Peninsular 
Halaysia, various issues 
daank Negera Ma laysia, Quarterly Economic Bullet in, various 
iasuee 
'The computation of the cost of agricul tura l  input per tonne 
output for each sector. is per Appendix A. The general 
formula is dividing total cos t of input at time t by total 
product ion at t ime t. 
3 
d 
Year 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
Sources 
TABLE 1.2 
MALAYSIA - INFLATION AND COMMODITY PRICES: 
1970 - 1980a 
Rubber Oil Palm Paddy Inflation 
./tonne %change $/tonne %change $/tonne %change % 
1281 657.5 446.0 
1050 -18.0 663.5 0.9 436.2 - 2.2 1.6 
951 - 9.4 520.3 - 21.6 494.6 13.4 3.2 
1530 60.9 584.7 12.4 539.8 9.1 10.6 
1839 20.2 1204.5 106.0 870.4 61.2 17.3 
1388 -24.5 1133.0 - 5.9 888.1 2.0 4.9 
1912 37.8 906.8 - 20.0 868.1 - 2.3 2.6 
2044 6.9 1256.8 38.6 758.5 - 12.6 4.7 
2231 9.1 1232.1 - 2.0 648.8 - 14.5 4.9 
2717 21.8 1299.6 5.5 674.9 4.0 3.6 
3026 11.4 1152.0 - 11.4 772.1 14.4 6.7 
aSank Negara Malaysia, Quarterly Economic Sulletin, various 
issues 
bMini stry of Agriculture, Import vand Export Trade in Food 
and Agricultural Products Peninsular Malaysia, various 
issues. 
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theories and d iscred it  old theories which have been accepted 
and acknowled ged as a means of policy device . Such an example 
is the Philips curve . The development of inflationary expectation 
reduces the trade-of f between unemployment and inflation and 
therefore the cred ibility  of Phil ips curve has been quest ioned . 
However , a more recent issue i s  that the economic unit 
forms its expectation rationally  which resul ted in the impotency 
of the government in their attempt to stabil ise the economy by 
means of monetary and fiscal pol icies . 
In the agricultural sector , expectation pla ys a major role in 
the farmer ' s  decision making since agriculture is subject to 
uncertainties in the forms of y ield ( technica l )  and price 
uncertaint ies . The yield uncertainty may be d ue to unpred ictable 
weather and the incidence of pests and d iseases affecting both 
crops and 1ivestocks . On the other hand , t he competitive 
structure o f  agriculture and government intervent ion (Bland ford 
and Currie 1975) ma y also resul t  i n  considerable price 
uncertainties . Therefore , farm incomes are a lso uncertain and 
vary  from year to year (Hill and Gersent 1975 : 23-24). 
Thus , studies on farmers ' expectations about fut ure pr ices 
have been extensive . One of the most  popu lar ly used expectation 
format ion process is t he adaptive expectation model in  which 
farmers rev ise the price they expect to preva il in t he coming 
year in proport ion to the error they made in pred ict ing price 
this period ( Ner10ve 1956 : 500) . Tha t is , expected price is 
8 
assumed to be a weighted moving average of past prices with the 
weights declining geometically  over time .  Askari and Cummings 
( 1976) have l isted more than 600 s tudies in which variants of  
Nerlove ' s  expectat ion model were employed . 
However , Turnovsky ( 1974 : 707 )  pOinted out tha t  this 
proced ure is recognised as being rather restrictive and usually  
non-optima l  since t hey do  not  a l low t he farmers to use al l 
available information in forming thei r expectations . He further 
argued that these problems can be partly  solved by assuming that  
expectations are  rat ional . The concept of  rational expectation 
provides a method in which the decision makers use all  available 
information in making their decisions . Muth ( 1961 : 316)  states 
tha t ;  
' Expectations , since they are informed 
pred ict ions of future events , are essential ly  
the same as  the pred ict ions of the relevant 
economic theory . 
Thus , rational expectations for a part icular variable a re 
mathematical expectations cond itiona l on available in formation .  
The information consists o f  a l l  available observations on  t he 
variable in question and on related variables at the time when 
decision is mad e .  These suggest that  the psychological 
( subjective ) expectation eq uals the mathematical (object ive) 
expectat ion of the economic agent (Sargent 1973 : 440).  
